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Students’ Department
Edited by H. A. Finney
AMERICAN INSTITUTE EXAMINATIONS, NOVEMBER, 1920

In regard to the following attempt to present the correct solutions to the
questions asked in the examination held by the American Institute of
Accountants in November, 1920, the reader is cautioned against accepting
the solutions as official. They have not been seen by the examiners—still
less endorsed by them.
COMMERCIAL LAW
Answered by John C. Teevan*
Negotiable Instruments
Answer three of the following four questions:
1. Is the following a negotiable instrument?
Boston, Mass., July 1, 1920. One year after date, for value received,
the Y. Z. corporation promises to pay to the order of Adam Brown three
thousand dollars with interest at the office of the Y. Z. corporation,
Boston, Mass., or, at the option of the holder hereof, upon the surrender
of this note to issue to the holder hereof in lieu thereof thirty shares of
the preferred stock of said Y. Z. corporation and to pay to the holder
hereof in cash the interest then due upon said sum. The Y. Z. corpora
tion, by Y. Z., President.
Answer:
This instrument is a negotiable promissory note. It is an unconditional
promise to pay a sum certain in money at a fixed future time to the payee’s
order. The inclusion of a promise to issue stock to the holder of the note,
at his option, in lieu of the sum of three thousand dollars with interest,
does not prevent the maker’s promise from being construed as being a
promise to pay a sum certain in money. The option is with the holder, not
the maker. This point is directly covered by section 5 of the negotiable
instruments law which provides that “the negotiable character of an instru
ment is not affected by a provision . . . which gives the holder an
election to require something to be done in lieu of payment in money.”
Nor does the fact that the payment of interest is promised, and no rate
stipulated, render the sum uncertain. Section 2 of the negotiable instru
ments law states that “the sum payable is a sum certain . . . although
it is to be paid with interest.” In the absence of a stipulated rate the legal
rate of interest applies.

2. What is the effect of endorsement of a negotiable instrument
(a) by an infant?
(b) without consideration, by a corporation?
Answer:
(a) Section 22 of the negotiable instruments law provides that the en
dorsement of a negotiable instrument by an infant passes the property
* Instructor in business law, Northwestern University school of commerce.
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therein, i. e., passes the title to the transferee or endorsee. Such endorsee
has the right to enforce payment from all parties prior to the infant en
dorser. In other words the prior parties cannot avail themselves of the
incapacity of the infant But the infant’s endorsee is not a bona fide holder
as against the infant. The latter may disaffirm (as he may any contract
except for necessaries) and thereafter there can be no recovery by his
endorsee or any subsequent endorsee. Payment by the maker to the endorsee
does not protect the maker. Once the infant has disaffirmed he may recover
on the instrument. Briefly, the endorsement of an infant passes title, but
the infant may disaffirm.
(b) The endorsee gets a good title to the instrument, but the corporation
incurs no liability thereon as an endorser. Section 22 of the negotiable
instruments law provides that “the endorsement ... of the instru
ment by a corporation . . . passes the property therein, notwithstand
ing that from want of capacity the corporation . . . may incur no
liability thereon.”

3. A sold his automobile to B, warranting it to be a 1918 model in good
mechanical condition. B gave A his note in payment of the purchase price,
of which note C became the holder in due course. B, after a few days,
found that the automobile was a 1917 model and in such defective condition
that its actual value was but a small proportion of the purchase price paid
by him, of all of which X had knowledge. X subsequently purchased the
note from C. Could he enforce the note against B?
Answer:
X derived his title to the note from C, who was a holder in due course.
Assuming that X was not a party to the fraud practised by A on B, the
maker, his (X’s) knowledge of the fraud is immaterial. X takes the same
title as his transferor, C, had. C being a holder in due course, A’s fraud
could not be raised as a defense by B against C. X, being the transferee
of C, stands exactly in the same position as C and can enforce payment of
the note by B. This point is covered by section 58 of the negotiable in
struments law.
4. How may a “qualified endorsement” be made and what is the effect
of such an endorsement?
Answer:
A qualified endorsement is made by adding the words “without recourse”
to the signature of the endorser. This qualification has no effect on the
negotiability of the instrument, and so the instrument may be negotiated
subsequently with the same freedom as though not so endorsed. The con
tract of a qualified endorser is covered by section 65 of the negotiable in
struments law, under which such endorser warrants (1) that the instrument
is genuine; (2) that he has a good title to the instrument; (3) the capacity
of all prior parties; and (4) that he knows of nothing which would impair
the validity of the instrument or render it valueless. Thus, for example,
he does not warrant that the maker is solvent, but if the maker were an
infant or otherwise incapacitated he would be liable under warranty
number 3.
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Contracts
Answer both the following questions:
5. A entered into the following agreement with the R. S. Cement
Company:
“Memorandum of agreement made this 6th day of July, 1905, be
tween A, first party, and R. S. Cement Company, second party, to wit,
first party agrees to give the ‘R. S.’ brand cement the preference in his
sales of cement for the year 1905, and in consideration thereof, second
party agrees to sell said brand of cement to the first party during the
year 1905 at the price of 95 cents a bbl. f. o. b. Haverstraw, New York.”
A ordered several shipments of cement which were duly delivered and
paid for. Subsequently the market price for cement rose and the cement
company notified A that it would furnish no more cement under the agree
ment. A then purchased his cement elsewhere during the remainder of the
year at higher market prices, and he sought to recover from the cement
company as damages the difference between the cost of the cement pur
chased by him at the prevailing market price and what the cement would
have cost at the price provided in the agreement. Could he recover?
Answer:
A cannot recover. This agreement is void, and so without legal effect,
on three grounds: (1) A’s promise is uncertain and indefinite. No limit
is placed on the amount of cement that A might order during the year. Nor
is there any method provided for in the agreement by which the quantity
can be made certain. (2) The agreement lacks mutuality. A is not bound
thereunder to sell to his customers or order from the company any cement,
but the R. S. Cement Co. is bound to sell to A. The rule is that both parties
to a contract must be bound, or neither is bound. (3) There is no consid
eration on the part of A. He is under no obligation to purchase any cement
from the company and has therefore sustained no legal detriment.

6. Define
(1) a joint contract.
(2) a joint and several contract, and point out the rights of the
respective parties under each.
Answer:
(1) A joint contract is one in which a promise is made by two or more
promisors, who, by the provisions of the contract, are jointly bound to carry
out such promise, or one in which a promise is made to two or more
promisees who are jointly, but not severally, entitled to require perform
ance of such promise. In the case of the failure of joint promisors to fulfill
their joint obligation, the promisee must sue them all jointly. If the
promisee releases one joint promisor, he thereby releases all the other joint
promisors. If one joint promisor dies, the liability survives to the surviving
joint promisor or promisors. In the case of a breach of a promise made to
joint promisees, such joint promisees must sue the promisor jointly. They
cannot bring separate suits against him. If one joint promisee dies, the
right of action is in the survivors.
(2) A joint and several contract is one by which, not only all the
promisors are liable together or jointly, but each promisor is liable sever
ally. In other words, the promisee in a joint and several contract may
choose to hold all the promisors jointly bound to fulfill their obligations to
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him or may choose to hold any one of the promisors individually liable. A
contract cannot be joint and several as to the promisees.
The foregoing are the common law rules and have been greatly modified
by statute in the various states.
Corporations
Answer both the following questions:
7. In what circumstances are directors of a corporation authorized to
declare dividends, and what are the liabilities of directors for declaring
an unauthorized dividend?
Answer:
The authority of the directors to declare dividends is subject to the pro
visions, if any, in the charter or by-laws of the corporation regulating this
matter and is subject further to any existing statutory provisions. Subject
to such provisions, and in any event, the directors may declare dividends
only out of net profits or surplus. Ordinarily and in the absence of such
restrictions as above indicated, the directors have a large discretionary
power as to whether they will or will not declare dividends. If such dis
cretionary power is exercised in good faith, the courts will only in the most
exceptional cases compel a declaration of dividends at the request of the
stockholders.
If there are no profits or surplus, or if the corporation is insolvent, a
declaration of dividends by the directors is illegal, and the directors would
thereby render themselves personally liable to the creditors of the corpora
tion to the extent to which the capital stock is thereby impaired. In some
states, such action on the part of the directors would also render them
guilty of a misdemeanor and subject to fine or imprisonment or both.
8. The X corporation owns certain personal property of which B has
wrongfully taken possession. A owns all of the stock of the X corporation
and brings in his own name an action to recover the property from B. Is
A entitled to recover?
Answer:
A cannot recover in this action. The property wrongfully held by B
belongs to the X corporation, not to A, and the fact that A owns all of the
stock of the corporation does not vest A with the title to this property. A
corporation is an artificial person, a legal entity, separate and distinct from
the stockholders, and remains such even when all the stock is held by one
person, as in this case. To effect a recovery of the property in question,
the action must be brought in the name of the X corporation and no other.

Partnership
Answer one of the following two questions:
9. A, B, and C form a partnership, each by mutual agreement contributing
equally to the original capital. Later C furnishes various further sums
to the partnership to prevent financial difficulties, the partnership finally
being obliged to make an assignment for the benefit of its creditors. What
are C’s rights with regard to the additional sums furnished by him?
Answer:
Had the partnership remained solvent, the advances made by C would
have been repaid to him in the ordinary course of events. Or, if the firm
had been dissolved while some assets remained, C would have been entitled
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to the return of his advances, prior to any distribution of the original con
tributions to the three partners. In the case in point, however, C’s advances,
together with the original contributions, were all absorbed in losses or in
payment of firm debts. C therefore paid more than his share of the part
nership indebtedness to the extent of his advances. He is accordingly en
titled to contribution from A and B. As the three partners shared in the
profits or losses equally, having contributed equally to the original capital,
and no mention appearing of any other basis of sharing profits or losses, A
and B are each liable to C for one-third of the additional sums advanced
by C. It should be added that, as a general rule, one partner cannot recover
by way of contribution from his co-partners for advances or loans made
by him to the partnership unless there has been a judicial accounting and
settlement of the partnership affairs.
10. C is admitted as a partner in a partnership composed of A and B
on contributing a certain amount to the partnership capital. Prior to C’s
admission, the partnership of A and B incurred a large obligation which
subsequent to C’s admission as a partner the partnership assets were insuf
ficient to satisfy. A and B having no financial responsibility, X seeks to
satisfy his claim out of the individual assets of C. Can he succeed?
Answer:
X cannot succeed. An incoming partner is not liable in the absence of
an agreement to that effect, express or implied, for pre-existing partnership
debts. The presumption is against such agreement.
This is the common law rule.
Section 17 of the uniform partnership act (now in force in Idaho, Illi
nois, Maryland, Michigan, New Jersey, New York, Pennsylvania, Tennessee,
Wisconsin and Alaska) provides that “a person admitted as a partner into
an existing partnership is liable for all the obligations of the partnership
arising before his admission as though he had been a partner when such
obligations were incurred, except that this liability shall be satisfied only
out of partnership property.”
In the case given, however, X seeks to satisfy his claim out of C’s indi
vidual assets. As above indicated, this cannot be done, either at the com
mon law or under the statute.
Bankruptcy
Answer the following question:
11. On examining the books of the Y corporation you find a judgment
in favor of the corporation against A for $1,000.00 recovered on December
10, 1919. You also find that on July 16, 1920, A filed a voluntary petition
in bankruptcy showing assets (both real and personal property) amounting
to several thousand dollars and liabilities consisting, in addition to the
judgment, of amounts due on various promissory notes and open accounts.
How would you treat the judgment in preparing a financial statement for
the corporation?
Answer:
It is shown here that A’s assets consist of both real and personal prop
erty. It is a general rule, and the statutes in the several states so provide,
that a judgment shall be a lien on the judgment debtor’s real estate from
the time it is rendered. Section 67f of the bankruptcy act provides that
judgment liens obtained or created within four months prior to the filing
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of a petition in bankruptcy by or against the judgment debtor are dissolved
by the adjudication of such person to be a bankrupt. This is equivalent to
a provision for the preservation of such liens obtained prior to the four
months’ period. The judgment secured by the Y corporation against A was
rendered more than six months before A filed his petition. The lien of the
X corporation on A’s real estate is therefore not affected by the bankruptcy
proceedings. The other indebtedness of A is shown to consist only of
promissory notes and open accounts. These are unsecured claims, over
which a judgment lien takes precedence. The judgment in question, there
fore, to the extent that A’s real property is worth up to $1,000, is a good
asset and should be so shown on the financial statement of the Y corporation.
Federal Income Tax
Answer the following question:
12. In 1909 A and B formed a corporation for the purpose of conduct
ing the business then carried on by them under a partnership, each taking
equally shares of the capital stock. B died on June 1, 1917, bequeathing
his shares of stock to his son Z by will. Because of B’s death the corpora
tion ceased active business and began to liquidate. From time to time
assets were disposed of and dividends were declared and paid from the
moneys received. What is the status of such dividends for federal incometax purposes
(1) as regards A?
(2) as regards Z?
Answer:
(1) As regards A, it would be first necessary to determine the value of
his stock on March 1, 1913. To the extent that the liquidation dividends
exceeded this value, the excess would be treated as taxable income for the
taxable period in which the last of the liquidation dividends were received
by A. If, on the other hand, these dividends fell below the value of the
stock on March 1, 1913, the difference would constitute a valid deduction
in A’s favor.
(2) As regards the status of the liquidation dividends received by Z for
tax purposes, they would be treated in the same way as the proceeds re
ceived by Z would have been treated if he had sold his stock. That is, the
value of the stock should be determined as of June 1, 1917, when it came
into Z’s possession as a legacy from his father B. If the total liquidation
dividends received by Z exceeded the value of the stock as of June 1, 1917,
the excess would be taxable income, returnable for the taxable period in
which the final dividend was received. If the total liquidation dividends
were less than the value of the stock on June 1, 1917, the difference could
be shown as a deduction by A in his return.
Income Tax and Employees’ Bonus
Editor, Students' Department:
Sir : In preparing the final statements and the income-tax return of the
business where I am employed, I am confronted by one of those difficult
bonus questions. The business is an individual proprietorship; and at the
beginning of 1920 the proprietor engaged a manager agreeing to pay him a
stated salary and in addition a bonus based on the increase in the profits
of 1920 over the profits of 1919. The profits of 1919 were $6,760.23 after
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paying the income tax. This year the profits are $19,638.92 before deduct
ing the bonus and before deducting the income-tax. The bonus is to be
10 per cent. of the increase in profits after considering both the tax and the
bonus as expenses, and in computing the tax it will of course be necessary
to deduct the bonus from the profits of $19,638.92 to find the taxable net
profit. It is agreed between the proprietor and the manager that in com
puting the tax, which shall be treated as an expense in computing the
bonus, no personal exemptions shall be allowed and income from other
sources shall be ignored. Will you please explain how to compute the bonus
and the tax?
Yours truly,
Chicago, Illinois.
H. R.
The method of computing the bonus and the tax will depend on whether
or not the bonus is large enough to bring the taxable profits below $18,000.00,
because if the profits after deducting the bonus are in excess of $18,000.00
there will be a surtax at 8% on the amount between $18,000.00 and
$20,000.00, but if the taxable profits are less than $18,000.00, the highest
surtax rate will be 7%. It can be determined by inspection that the profits
after deducting the bonus will be in excess of $18,000.00.
The profits for 1920 before deducting the bonus were... $19,638.92
The profits for 1919 were ................................................
6,760.23

Excess ............................................................................... $12,878.69
If this entire difference were subject to the 10% bonus, the bonus would
be $1,287.87 and the taxable profits would be $19,638.92 minus $1,287.87,
or $18,351.05. But as the bonus will be less than $1,287.87, the taxable
profits will be more than $18,351.05. Having established the fact that there
will be a surtax at the 8% rate, the solution can be performed as follows:
The tax on $19,638.92 would be:
Normal tax:
4% of $4,000.00 ..................................................... $160.00
8% of 15,638.92 ..................................................... 1,251.113
Surtax:
1% of $1,000.00 .....................................
10.00
2% of 2,000.00 .....................................
40.00
3% of 2,000.00 ......................................
60.00
4% of 2,000.00 .....................................
80.00
5% of 2,000.00 .....................................
100.00
6% of 2,000.00 .....................................
120.00
7% of 2,000.00
..............................
140.00
8% of 1,638.92 ......................................
131.113
681.113
Total tax .................................................................... $2,092.23
The bonus will reduce the profits subject to the normal tax at the 8%
rate and also the profits subject to the surtax at the 8% rate. If the bonus
is represented by x,
True tax = $2,092.23 — .08x — .08x
= $2,092.23 — .16x
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Since the bonus is 10% of the difference in profits ($12,878.69) minus
the tax and minus the bonus,
x = 10% ($12,878.69 — tax — bonus)
x = 10% [$12,878.69 — ($2,092.23 — .16x) — x]
x = 10% ($12,878.69 — $2,092.23 + .16x — x)
10x = $12,878.69 — $2,092.23 + .16 — x
10x — .16x = $12,878.69 — $2,092.23
10.84x = $10,786.46
x = $995.06 the bonus
Proof
Profits before bonus ..........
$19,638.92
Less bonus ..........................
995.06

Taxable profit ..........................................................
Computation of tax
Normal:
4% of $4,000.00 ......................................................
8% of 14,643.86 .....................................................
Surtax:
10 + 40 + 60 + 80 + 100 + 120 + 140 = .............
8% of $643.86 ..........................................................
Total tax .....................................................................

$18,643.86

$160.00
1,171.508
550.00
51.508

$1,933,016

Computation of bonus
Difference in stated profits ..................................... $12,878.69
Less: Tax ............................................... $1,933.02
Bonus ............................................
995.06
2,928.08

Basis of bonus .........................................................

9,950.61

Bonus = 10% thereof (as above) .........................
995.06
As pointed out in the beginning of this answer, the method of computing
the taxable profits, the tax and the bonus will depend on whether the bonus
is sufficiently large to reduce the taxable profits below $18,000.00 or not. If
the profits had been reduced below $18,000.00, the solution would have been
as follows, assuming these facts:
Profits, 1920, before tax and bonus ....................... $18,500.00
Profits, 1919, after tax .............................................
6,500.00

Difference ........................................ ........................

$12,000.00

Let x represent the amount by which the taxable profits are reduced
below $18,000.00.
Then taxable profits = $18,000.00 — x
And the bonus = $500.00 + x
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The tax on $18,000.00 would be:
Normal:
4% of $4,000.00 ..................................................
8% of 14,000.00 ....................................................
Surtax:
At 1% ................................................
$10.00
2% ................................................
40.00
3% ................................................
60.00
4% ................................................
80.00
5% ................................................
100.00
6% ................................................
120.00
7% ................................................
140.00
Total tax ....................................................................

$160.00
1,120.00

550.00

$1,830.00

The reduction of the profits to $18,000.00 — x, will reduce the tax by 8%
of x (being the normal tax rate) and also by 7% of x (being the surtax
rate on the profits between $16,000.00 and $18,000.00).

Hence the tax on $18,000.00 — x = $1,830.00 — .08x — .07x
The bonus = 10% ($12,000.00 — tax — bonus)
Hence $500.00 + x = 10% [$12,000.00 — ($1,830.00 — .08x — .07x) —
($500.00+ x)]
$500.00 + x = 10% ($12,000.00 $1,830.00 + .15x — $500.00 — x)
$5,000.00 + 10x = $12,000.00 — $1,830.00 + .15x — $500.00 — x
10x — .15x + x = $12,000.00 — $1,830.00 — $500.00 — $5,000.00
10.85x = $4,670.00
x = $430.41
Then the bonus = $500.00 + x = $500.00 + $430.41 = $930.41
Proof
Net profit, 1920, before tax and bonus ....................
Less bonus ................................................................

$18,500.00
930.41

Taxable net profit.....................................................

$17,569.59

Computation of tax
Normal:
4% of $4,000.00 ..................................................
8% of 13,569.59 .....................................................
Surtax:
10 + 40 + 60 + 80 + 100 + 120 = ..................
7% of $1,569.59 ....................................................

Total tax ...................................................................
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Computation of bonus
Increase in profit ..................................................... $12,000.00
Less: Tax ..............................................
$1,765.44
Bonus ...........................................
930.41
2,695.85

Basis of bonus...........................................................

9,304.15

Bonus = 10% thereof (as above) .........................

930.41

Corporate Transactions and Stockholders’ Transactions
Editor, Students’ Department:
Sir: I shall be glad if you will please give an opinion on the following
question:
A group of individuals purchased 90% of the capital stock of a corpora
tion from an individual who retired from the business. They paid him a
bonus of $50,000 over and above the book value of the assets acquired, such
bonus having been expressly stipulated as a payment for the goodwill of
the former owner. The corporation remained intact and continued to
operate under the original charter and name without increase of capital
stock.
What entry should be made on the books of the corporation properly
to reflect the investment of the purchasing stockholders of the goodwill ?
Does the investment of $50,000 for goodwill constitute an increased in
vested capital of the corporation for federal profits tax purposes?
Yours very truly,
Fort Worth, Texas.
J. R. M.

No entry should be made on the corporation’s books. The corporation
is not a party to the transaction; hence the corporation’s books cannot be
affected by it. If it were proper or necessary to reflect the payment for
goodwill on the corporation’s books because of this transaction, it would be
equally proper and necessary to make an entry in the general books of the
corporation every time an individual stockholder sold his stock to another
individual and to reflect in the corporation’s goodwill account the difference
between the par of the stock sold and the price paid. The fact that the
purchasing parties stipulated that the $50,000.00 was paid for the goodwill
of the former owner of the stock does not make the transaction a purchase
of the goodwill on the part of the corporation.

Money in Oil
Editor, Students’ Department:
Sir : An oil and gas company was incorporated in May, 1909, with
24,000 shares at $1.00 each. All shares were issued as of that date but no
money was received for stock nor was entry made. Leases were bought for
$1,288.00 but were conservatively valued, in my opinion, at $6,288.00. This
excess of $5,000.00 was credited to capital and charged to lease account.
I corrected this entry by crediting capital stock with $24,000.00, charging
capital stock deficiency with $19,000.00 and leases $5,000.00. In the year
1914 the company accumulated a surplus allowing for depreciation sufficient
to wipe out this $19,000.00 deficit; therefore I charged surplus $19,000.00
and credited capital stock deficiency a like amount. When depletion is set
up the surplus will show a deficiency at close of 1914. The business shows
a loss for every year thereafter allowing for depreciation and depletion.
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On April 16, 1917, the company borrowed $12,000.00 endorsed by two
new officers and the old president. The company paid all old claims and
notes and used the balance to buy the outstanding stock of 24,000 shares—
17,333% shares at 15 cents and 6,666% shares at 33 cents. The old presi
dent owned 6,666% shares, and he received 15 cents a share or $1,000.00.
The stock was then reissued without any consideration to the three en
dorsers of the $12,000.00 note. The entry was to credit notes payable with
$12,000.00 and charge the bank $12,000.00. Then for the $4,800.00 in
cheques written for the stock at .15 and .33, the bank was credited and
stock account was charged. The journal entries were as follows: debit
investment $4,800.00, credit stock sales $4,800.00. The charges to stock
account and above journal entry are, of course, errors. I corrected these
entries, charging treasury stock with the par value of the stock, $24,000.00,
crediting the bank $4,800.00 and surplus $19,200.00.
The stock was reissued to the three endorsers of the $12,000.00 note
(and two others one share each) without any consideration. For this I
charged capital stock deficiency and credited treasury stock $24,000.00 each.
I then charged surplus and credited capital stock deficiency with $24,000.00
each. The corporation at the close of 1920 will show a deficit of about
$20,000.00, after allowing for depreciation and depletion, with one year’s
depreciation and depletion necessary to wipe out the investment accounts—
buildings and power plants, tanks, pipe and fittings, leases, drilling and
shooting. Of course there is still quite an equity in these accounts even
though closed through depreciation and depletion.
A contract was made to sell the company in 1919 and $2,447.00 was
paid. This was credited to capital in error, and I corrected entry, crediting
the purchasing company. Purchasing company has not fulfilled its contract
in this company’s opinion, yet the purchasing company asks for a return of
its money. As soon as it is decided, we shall return all or part or shall
credit this balance to surplus. Another agreement has been made to sell
the company to a larger corporation for $20,000.00 and $10,000.00 has been
paid. I have credited this to the purchasing company. Later when the full
amount shall have been paid, the stock will be issued to the holding com
pany and I suppose surplus will be credited with the $20,000.00. Perhaps
I should have left the capital stock deficiency of $24,000.00 open in 1917
and should credit this account now with the $20,000.00 when received and
charge surplus with the difference.
I would like to have your opinion on my entries together with criticisms
and corrections, if it is not asking too much.
Yours truly,
C. H. S.
Some time ago, in conversation with a petroleum engineer, I was in
formed that the capitalization of the companies organized to exploit the oil
fields of a certain district in one of the southern states greatly exceeded the
value of the apparent oil supply in that district. He cited these statistics to
prove that investors in oil companies would never get back their money.
Apparently he was not familiar with the methods of finance and accounting
described in your letter.
When the stock was issued it would seem that honesty would require an
entry debiting deficit and crediting capital stock $24,000.00. When the leases
were acquired they should have been put on the books at their cost, $1,288.00,
and they should not have been written up, regardless of their value. I am
a little curious about the source of the money to pay for the leases—perhaps
they were purchased on account. It is hard to believe that the stockholders
put in the money.
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The charge to lease and credit to capital, $5,000.00, was, of course, wrong.
Your entry does not correct it. You leave the accounts, at that point, with
a debit to capital stock deficiency (deficit) of $19,000.00, a debit to leases of
$6,288.00 and a credit to capital stock of $24,000.00. The debit to deficit
should be $24,000.00 and the debit to leases $1,288.00.
Closing the surplus of $19,000.00 which arose from earnings by crediting
it against the deficit account was correct; but there would have been a
$5,000.00 balance remaining in the deficit account if the leases had not been
improperly written up.
Endorsing a corporation’s notes so that the company can borrow money
to buy the stockholders’ stock and give it back to them is an ingenious
method of paying a dividend when the company has no surplus and no cash.
You have corrected the erroneous entry made to record this transaction, and
you have the right idea about the treatment of the amounts paid by the
various parties who have entered into contracts for the purchase of the
company. However, as to crediting surplus with the total amount paid by
the latest purchaser, it would seem to me that you ought to credit the assets
sold if there are any.
I should be interested in knowing the outcome of these two contracts to
sell the company. The situation seems a little complex.
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